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Newman: Return on Investment: An Analysis of the Concept

“Return on investment can
used both as a test
of the effectiveness of planning and as a measure of
performance, either within a company
against
competitors —

RETURN ON INVESTMENT:
AN ANALYSIS OF THE CONCEPT
by Maurice S. Newman
Haskins & Sells

use of capital is vital
buildings, or other types of assets.
to a company’s success. Meas
The first area, which embraces
uring that success by “earnings per the second, is the one in which the
share” is not always satisfactory on
term “return on investment” or “re
a short-term basis, but there is a
turn on capital employed” was first

highly persuasive presumption
in
applied. It reconciles the financial
or accounting viewpoint with the
favor of the use of this standard on
operating or engineering viewpoint
a long-term basis. The cost of capi
tal must be recognized, and capital
and thus contributes to unified ef
fort toward the achievement of
must be used where it will produce
overall company objectives.
the best possible return on the in
vestment.
Use of the term “return on in
vestment
” in the second area is
Return on investment is em
semantically
correct, but the area
ployed a measure of performance
is of interest only to those with a
in two broad areas. The phrase is
specific problem. The introduction
used to refer to the overall return
of actuarial principles and “cost of
on the overall investment in a com
money” in these latter calculations
pany, division, or product group
often makes it difficult to relate the
and also to the specific return on a
indicated return on a specific in
specific investment in merchandise,
ffective
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vestment to the subsequent trans
actions appearing in the financial
statements and accounting records
because the premises are different.
In this article, unless otherwise in
dicated, the term will be used in
the broader sense.
Return on investment is being
used increasingly as an objective
test of planning and as a measure
of performance. Its use has been
given a substantial boost by
the trends toward diversification
through mergers and acquisitions
and toward the decentralization of
profit responsibility.
One of the reasons for its wide
spread application is that it trans
lates a financial objective into such
operating terms as selling prices,
15
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profit margins,
sales turnover,

dealofwith
the Systems,
practicaland
problems
their2 book values.
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duction costs, and capital equip
encountered in applying this logi
Nor is the rate of return on
ment, which are easily understood
cal analysis to the financial and op
equity the same as the rate of return
by sales and production personnel.
erating statements of individual
on assets employed. Essentially the
However, return on investment is
companies.
difference is represented in the ac
not always easy to calculate. When
counting equation of “Assets = Lia
two businesses are operating inde
bilities plus Equity.” An adjust
Underlying logic
pendently, the income of each can
ment to the righthand side alone,
be matched with the investment in
The beauty of the return on in
such as increasing liabilities and
each to give a reasonable indica
vestment concept lies in the pure
reducing equity by the same
tion of the return on investment. If
simplicity of its logical accounting
amount, or vice versa, would not
these entities are merged and va
analysis as shown in the exhibit on
affect the return on assets but
rious administrative functions are
page 17. By exploding the end re
would affect the return on equity.
shared jointly, it becomes more
sult into the many business com
This is the domain of the finan
difficult to determine the contribu
ponents that influence the final
cial officer, who, given the same
tion of each to the overall profits
answer, it clearly relates the earn
operating income, may influence
of the company. The same is true
ings to the manifold operations of
the return on equity favorably by
when there are various divisions or
the business. Step by step, it shows
several different actions. Among
product groups within a company
how the return on stockholder in
these would be redeeming pre
competing for the available capital
vestment can be affected not only
ferred stock, buying in common
resources.
by the amount of net income but
stock, using cash balances effec
Thus, there is a considerable dif
also by the amount of equity.
tively, deferring taxes, and paying
ference of opinion on exactly how
For instance, if the earnings after
larger dividends. Some of these ac
and where the return on invest
preferred dividends are retained in
tions would increase income or re
ment concept should be applied.
the business illustrated in the ex
duce expenses; other actions would
Nevertheless, there is a fairly gen
hibit rather than paid out in com
reduce the equity. To the extent
eral agreement that it is a useful
mon dividends, the equity would
that funds were made available
measure
management steward
increase to $8,250,000. For the rate
when needed to carry out opera
ship at various levels.
of return to remain the same the
tions and that excess funds were
following year, the net income
“My Years with General Motors”
converted into earning assets when
by Alfred P. Sloan, Jr., (parts of
would have to increase by $75,000.
not required elsewhere, any of
If the additional funds are required
which were published in Fortune)
these actions would have a favor
in the business and can earn at
gives a good perspective on this
able effect on the return on equity
least the same return on equity that
concept and
working. The re
and yet might affect the rate of re
the funds already invested in the
turn on investment approach was
turn on assets employed only
business are earning, it would be
brought to a high degree of de
slightly or not at all.
in the interest of the stockholders
velopment within General Motors
It should also be noted that the
to have the funds remain there.
Corporation by Donaldson Brown
return of 17 per cent on assets em
If the funds are not needed or
as a result of Mr. Sloan’s stress on
ployed is a product of two other
incentive compensation and the
cannot produce a comparable re
factors: the percentage of operat
turn, dividends paid to the stock
consequent need to determine the
ing income to sales and the sales
holders will have a favorable in
effectiveness of the various operat
volume in relation to the total in
fluence on the rate of return.
ing segments of the corporation.
vestment. A glance at the equation
It should be emphasized that the
Other companies — for example,
(5 times 3.4 per cent = 17 per
rate of return on equity may not
DuPont and Monsanto —
have
cent) makes it quite clear that a
be the same as the rate of return
refined the return on investment
change in either component will af
on a single stockholder’s invest
concept to the point where it has
fect the result. While this is axiom
ment. Most stocks are traded in the
become a highly effective manage
atic, it is surprising how much at
market at prices that are entirely
ment tool. The DuPont reporting
tention is given by most manage
system was described in the pub
ments to the “percentage on sales”
lished Proceedings of the annual
and how little to the turnover of
MAURICE S. NEWMAN,
CPA, is a partner of
conference of the National Associ
investment. As the exhibit indi
Haskins
Sells in New
cates, reduction of any component
ation of Accountants held in June,
York City. Several of his
1952. Shortly thereafter a similar
of the investment would have just
articles have appeared in
leading accounting and
treatment of Monsanto’s reporting
favorable an effect on the rate
business publications. Mr.
system was published by the
of
return as would an increase
Newman is a member of
American Management Association.
sales or in the profit margin.
the American Institute of
CPAs, the American Ac
Other articles on this subject have
Any $1,000 reduction of expenses
counting Association, the American Manage
appeared in various accounting
would
be equivalent to a $30,000
ment Association, and the National Associ
increase in sales, which might be
ation of Accountants.
publications. Many of these articles
16
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Quick Assets
$1,200,000

Inventory
$800,000

Working Capital
$2,000,000
17%

Turnover of Sales

on Assets

to
Assets = 5 Times

Fixed Assets
$8,000,000

Employed

Assets Employed
$10,000,000

3.4% on Sales

Selling Expense
$10,000,000

Sales
$50,000,000

Administrative Expense
$3,500,000

Research
Development
$1,500,000

Period Costs
$15,000,000

Cost of Sales
$48,300,000

Operating Income
$1,700,000

Interest Expense
$50,000

labor
$17,600,000

Product Costs
$33,300,000

Income Before Taxes
$1,650,000

Income Tax
$800,000

NET INCOME
$850,000

Material
$8,500,000

Overhead
$7,200,000

Preferred Dividend
$100,000

Earnings After
Preferred Dividend
$750,000

Earnings Per Share
$15.00

Common Shares
50,000

COMPONENTS OF RETURN ON INVESTMENT
Assets

Cash
Accounts Receivable
Inventory
Fixed Assets

liabilities

$

500,000
700,000
800,000
8,000,000

$10,000,000

July-August,
1966
Published
by eGrove,
1966

Current liabilities
Note Payable
Preferred Stock
Common Equity

$

600,000
900,000
1,000,000
7,500,000

$10,000,000
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It is surprising how much attention is given by management to
the percentage on sales, how little to turnover of investment.

harder to get. Considerable atten
tion has been paid to the “product
cost” component of the “cost of
sales.” However, a reduction in
“period costs” would have  an
equally favorable effect on the rate
of return. Furthermore, this reduc
tion might be easier to accomplish.
It is up to each member of the
management group to consider just
what he can do to influence the
overall return on the overall invest
ment. Inventories could be re
duced; accounts receivable could
be collected more promptly; capi
tal expenditures could be made
prudently — all of which would
tend to minimize the invest
ment. These are areas to which the
average production manager or
marketing manager often fails to
pay sufficient attention even if he
holds stock options that may be
adversely affected.
There are distinct advantages to
using the return on investment con
cept in planning the future per
formance of a company. Changes
in any one of a number of factors
can have an effect on net earnings.
By planning with all of these fac
tors in mind and then measuring
performance against the plans, a
management may see where to take
action that will increase net earn
ings. Furthermore, the return on in
vestment concept allows manage
ment to plan and measure per
formance in a way that is under

standable to the bankers and inves
tors from whom the company must
seek the capital required to finance
growth.
Setting aside for the moment the
complications that arise in actually
applying “return on investment”
principles to financial statements
and management reports, the value
of the concept is that it is clear
and easy to understand. It reflects
a basic responsibility that executive
management has to its stockhold
ers for an adequate return on the
capital invested by them. This re
sponsibility is keenly felt, as was
indicated by a survey conducted
some years ago. The executive offi
cers of more than 200 companies
were asked what single financial
indicator they regarded as most
symptomatic of the basic present
fortunes of their companies. To this
question more than half replied,
“Net return on equity.”
If this is accepted by a majority
of chief executives as the basic
measure of their performance, it
would seem no more than reason
able to use this same criterion for
planning operations on both a com
panywide and a divisional basis
and also as a measurement of divi
sional performance.

Capital employed

There is general agreement that
the performance of operating man

18
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agement should be measured by
the return on the total capital em
ployed rather than on stockholder
equity, which involves financial
management. There is less agree
ment, however, on how to compute
capital employed. For instance,
should fixed assets be valued at
original cost, at estimated replace
ment value, or at their depreciated
book value? Although undepreci
ated cost or replacement values
might be more realistic, depreci
ated book values are often used
since they are reflected in the fi
nancial statements and thus are
more readily accepted by those
whose profit performance will be
judged. Questions can also be
raised on the consideration to be
given to such items as LIFO in
ventory values, current liabilities,
and leased equipment in comput
ing the amount of capital employed.
An essential tenet of the return on
investment concept is that, in total,
there should be a reasonable re
turn on the total amount of the
business investment in tangible
and intangible assets. A company
may be required to make certain
expenditures from which no in
come will be received except per
haps in terms of employee morale
or well-being. These expenditures
are nevertheless part of the total
investment, and the income from
the remaining assets will have to
be a little higher to offset the lack
Management Services 4
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freedom in the choice of ways
of income from the nonearning
making this measurement, and its
assets.
management may change any of
On a short-term basis, money
the factors involved to what it con
spent for buildings and equipment
of
siders to be a realistic measure of
or research and development may
operating performance. Manage
not begin to produce profits im
ment is interested not only in the
mediately but may assure adequate
financial aspects of the situation
profits in later years. Similarly,
but also in the comparative per
amounts spent for preventive main
formance of various operating
tenance may reduce the present
divisions of the company. While
earnings but may at the same time
this operating performance will
lead to greater earnings in future
eventually be reflected in the finan
years. The need for adjustment in
cial statements, certain financial
these areas does not invalidate the
factors can be separated out so that
concept but emphasizes that it
the performance reports may be
needs to be carefully applied to
more easily understood by operat
individual situations.
ing personnel.
For instance, it is a fairly general
Outsiders’ view
practice for companies to use in
come before taxes in calculating
Bankers, financial analysts, and
Adjustments may have to
company treasurers are primarily
the return on investment so
to
avoid the effect of such tax ad
concerned with the return on
be made before the return on
justments as carrybacks, carry for
equity. Financial analysts work
wards, and the investment credit.
generally from the published finan
investment of one company
cial statements or similar sources.
Some companies add back depreci
ation to the operating income when
They are interested in such mat
can be compared to that of
gross assets are used for assets em
ters as debt service, cash flow,
another. One may price its
ployed. Interest on funded debt or
dividends paid, and the utilization
other long-term obligations may
of retained earnings.
inventory on LIFO, valuing
also be excluded from consideration
Adjustment may have to be
since operating management has
made before the return on invest
it considerably below its
little to do with such financial mat
ment of one company can be com
ters.
pared to that of another. One com
market value in a period
Similarly, total assets, rather
pany may price its inventory on a
than total stockholder invested
LIFO basis, valuing it consider
of rising prices, whereas
capital, are often used for internal
ably below its market value in a
another may use FIFO with
measurement purposes, and this is
period of rising prices, whereas
sometimes referred to as "total
another company may use FIFO,
the opposite result.
capital employed.” The theory is
with the opposite result. One com
that divisional managements have
pany may lease a considerable por
been provided with certain assets
tion of its assets; another may own
on which to earn profits and it is of
them. It could be argued that some
no
concern to them whether these
capital assets held for future in
are
being financed by creditors,
come such
undeveloped land or
bondholders,
or investors in com
growth stocks should be eliminated
mon stock.
from the capital employed base
There is, however, much less
before any comparisons are made.
agreement on whether the assets
Depreciation policies vary from
should be valued at book value, at
company to company, and this fac
original cost, or at replacement
tor must be considered. Unusual
value. Replacement value is rarely
capital gains or losses on nonrecur
used because of the difficulty of
ring items have to be allowed for
determining such a figure, although
in any comparison.
some companies use insurance ap
praisal figures for this purpose and
Management’s view
others adjust their fixed asset and
When a company is measuring its
depreciation reserve values by the
performance against its own prede
use of index numbers. Of the
termined standards, it has more
various methods, replacement value
Published by eGrove, 1966
July-August, 1966
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would probably be the most useful
ports more appropriate for these
there is little risk entailed and a
if a realistic figure could be ob
managers, who must deal with the
higher return where the hazards of
tained, but in practice the choice
situations they reveal. It is funda
capital loss are greater.
is usually narrowed down to either
mental that these people should
book value or original cost. For
understand the computation of the
Divisional analysis
internal measurement of the per
rate of return if their performance
formance of a company as a whole
Applying the return on invest
is to be measured by it. It is funda
as against divisional performance
ment concept to operating divi
mental that they should be charged
measurement, it appears that the
sions of the company is a different
only with the capital and those
most common practice is to use
problem and often calls for a dif
costs over which they have direct
net book value
it appears in the
ferent type of measurement. The
control. If for other purposes allo
financial statements.
emphasis is more likely to be on
cations are made of administrative
Although it is not accepted prac
operating performance and on com
expense over which they have no
tice for a company to write up its
parison with other divisions.
control, it may be desirable to com
assets in its financial statements, it
This can be accomplished, in an
pute the operating return both be
accounting sense, by setting up a
may be useful to include certain
fore and after such charges.
assets in the investment base of an
separate corporate division to carry
What is a reasonable rate
operating division at current market
the various investments and long
return for a company to adopt as a
term liabilities and receive interest,
value. This is helpful for two pur
predetermined standard? This de
dividends, or other income of a like
poses : one, measuring the operating
pends upon the nature of the busi
nature as well as to absorb interest
department against realistic stan
ness, the risk of capital employed,
expense and other miscellaneous
dards and, two, indicating those
the investment basis used, and
expenses. Such a division might
situations where alternative deci
many other factors, but several
possibly rent buildings and equip
sions might be made, for example,
manufacturing companies have es
ment to the operating divisions.
tablished a return of 20 per cent
where valuable land and depreci
This would avoid the problem that
ated buildings might be sold and a
before taxes as a reasonable objec
may arise when some divisions are
new plant constructed elsewhere
tive.
housed in leased buildings and
on less valuable land. There are
There seems to be a fairly gen
others are quartered in companymany operations that earn a fairly
eral assumption that if a company
owned buildings.
higher return
good return on the book value, be
is to earn over-all, say, 20 per cent
could normally be expected from a
cause the property was purchased
before taxes, each division should
division that leased real property
many years ago, but earn a negli
earn a 20 per cent return on
than from a division that owned a
gible return on the current market
the capital employed. This may be
considerable amount of real prop
true where the operating divisions
value.
erty since lower rates are usually
The elimination from the operat
are similar in nature, but it is not
available on capital secured by real
ing reports of financial matters be
always possible in a highly diversi
estate than on other risk capital.
yond the control of plant and divi
fied organization. After all, a lower
Management should review each
sion managers will make the re
return should be expected where

Management is interested not only in the financial aspects of the situation but
also in the comparative performance of the various divisions of the
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situation objectively and arrive at
will eventually have to be replaced,
rates of return for the divisions that
if the business is to survive, at
much higher prices. Using gross
will produce, on a composite basis,
the desired overall company re
assets in the capital employed base
turn.
provides one way of injecting a
higher return into the pricing for
Standards also need to be set for
mulas to provide sufficient capital
such things as preventive mainte
for the eventual replacement of
nance and the size of inventories.
these assets. This could
be ac
A plant manager who understands
complished by planning for a
the basis on which he is being
higher return on depreciated orig
measured might embark on a pro
inal cost, but there is always the
gram of cost cutting or inventory
possibility that the problem of re
reduction that could have a spec
tacular short-term effect on his re
placement in an inflation-ridden
economy will be overlooked.
turn on investment but start a longIf a company can develop fairly
range decline in the division’s oper
reliable present values, such as can
ating efficiency. If such reductions
be derived from insurance ap
can be made wisely, however,
praisals or from construction in
everything possible should be done
dices, there is considerable advan
to encourage them.
tage to using such values, particu
One of the first questions that
larly in making divisional analyses.
arise in divisional analysis is once
There is movement in this direc
again the valuation to be placed on
tion. In some utility rate hearings
the fixed assets. There seems to be
regulatory commissions have auth
fairly general agreement among
orized rate increases that would
those companies using return on
produce a rate of return of ap
investment to measure divisional
proximately 6 per cent on an in
performance that gross assets
vestment based on current dollars,
should be used as to value the in
even though this would be equiva
vestment. This avoids the variations
lent to a higher return based on
in net return that may occur when
original cost.
one division has a brand new plant
Obviously the use of replacement
and another has one that is almost
values in divisional performance
fully depreciated; in such circum
measurement would present prob
stances the return may range
lems if these values were not gen
widely. A further argument for us
erally accepted by division man
ing gross assets is the fact that
agers. However, it would seem that
when plants are built they are ex
management planning would be on
pected to produce income over
a sounder basis if some approxima
their entire life expectancy. Fur
tion of replacement value could be
thermore, since companies have
A plant manager who understands the
various depreciation policies at
used for the valuation of fixed as
basis on which he is
measured
sets in measuring company and
their disposal and different proce
might embark on a program of cost
dures may be used in various divi
divisional performance.
cutting or inventory reduction that
The real difficulty, of course, lies
sions, stating assets at net book
could have a spectacular short-term
value would certainly complicate
in the fact that the mechanical ap
effect on his return on investment
plication of index numbers, price
relative comparisons unless correc
but start a long-range decline in
indices, or appraisal figures will
tive adjustments were made.
the division's operating efficiency.
rarely give the desired economic re
One of the arguments for using
sult. What is actually needed is the
gross assets cited in most of the
theoretical investment required to
literature on this subject is that this
maintain the present capability of
value is closer to replacement value
the existing plant and equipment,
than the depreciated book value.
assuming that this can be defined
This would seem to indicate that
in
terms of units of physical output
these authors would prefer to use
or
other appropriate measurement.
replacement value if they could but
Since
very few companies would be
have found considerable difficulty
interested
in identical replacement
in determining it — whereas origi
of
their
present
plant and equip
nal cost is usually available from
ment, for the purpose of determinthe books of record. These assets
Published by eGrove, 1966
July-August, 1966
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ing return on investment the re
placement value of the existing
plant could be quite meaningless.
A possible compromise would be
to use historical cost as the basis of
computing the return at the level
of operating responsibilities and
then, in recognition of the price
level problem, make a second com
putation on the basis of present
values, dealing with this as a gen
eral policy matter.
Another question about which a
difference of opinion may develop
in divisional analysis is whether the
total assets should be used with or
without any allowance for current
liabilities. In most cases it does not
appear to make too much difference
since liabilities are usually incurred
more or less proportionately by the
operating divisions, but there are
certain businesses whose inven
tories are almost entirely financed
by their suppliers; in these cases it
does make a difference. When one
division is in a business of this type
and the others are not, it would
seem necessary to give that divi
sion full credit for the working
capital so obtained. This might be
effected by reducing, by this
amount, the value of the inven
tories included in the total assets.
Questions also may arise concern
ing plant and equipment not yet in
full production, real estate held for
future growth, and other such items
on which a satisfactory current re
turn cannot always be expected.
Whereas financial statements are
prepared for financial purposes and
must conform to generally accepted
accounting principles, operating

statements should be prepared for
operating purposes and should be
based on sound operating prin
ciples, even though these may seem
to conflict with generally accepted
accounting principles. Operating
results should not be obscured by
entries made primarily for tax ac
counting purposes, such as the use
of LIFO valuation for inventories.
Eliminating this type of account
ing entry from the operating state
ments prepared for the divisions
and putting greater emphasis on
measuring assets at their current
market values, to the extent that
these can be determined, might
enable the division managers to
concentrate more heavily on other
factors, such as sales volume, prices,
and product mix, which could ma
terially improve the return on the
assets entrusted to them.
Equipment replacement

There has been considerable
semantic difficulty in the applica
tion of the return on investment
concept to capital equipment re
placement. The most important
goal of capital planning is an ade
quate return on the total invest
ment. It is possible to use the return
on investment concept as a guide
in selecting those projects for
which capital expenditures will be
made. Confusingly, however, there
are other methods for computing
the expected return on the amount
capital invested in individual
projects.
The traditional favorite is the
payout method, by which the num

The usual
forma annual financial projection does not
take into consideration the years in which profits will
probably accrue. A dollar earned currently is given no
more weight than a dollar earned two years hence.

https://egrove.olemiss.edu/mgmtservices/vol3/iss4/2
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ber of years required to recoup the
original investment is determined.
More recently the “discounted cash
flow” concept has been advocated
for this purpose; although it is
rather complicated, it has consider
able merit. The formula developed
by the Machinery and Allied Prod
ucts Institute, which has come to be
known as the MAPI formula, takes
certain actuarial factors into con
sideration in determining whether
equipment that may have outlived
its economic life but may still ap
pear to have a useful physical life
should be replaced.
The discounted cash flow con
cept is based on the actuarial for
mula for determining the rate of an
annuity with a stated present value
and certain specified payments. In
other words, if we expect from our
initial investment certain annual
cash returns, which may vary from
time to time, and if we know the
present cost of the investment,
what will the effective interest rate
be? If this rate should prove to be
7 per cent, we would then, under
this concept, have a 7 per cent re
turn on the investment in the
equipment. If this rate of return is
higher than the cost of the capital
required for this investment, it
would presumably be advantageous
to spend the money in this way—
although whether the company
should purchase or lease the asset
is another factor to be considered.
There is a significant difference
between the discounted cash flow
concept and the return on invest
ment concept
generally ex
pressed in financial statements.
The latter concept does not give
weighted consideration to the time
period in which the money is re
turned. This is a characteristic —
perhaps a weakness — of the usual
pro forma financial projections;
they are on an annual basis and
do not usually take into consider
ation the years in which profits will
probably accrue. A dollar earned
this year is given no more weight
than a dollar earned two years
from now. Obviously, if the same
amount of cash is to be returned
over a period
say, five years,
the investment that would return
Management
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An Analysis of
the greater part of the amount
in Return
canonbeInvestment:
readily attributable
to the
theConcept
product. In retailing, a very satis
the earlier years should be prefer
factory result can be obtained by
able to one that would return the
using just inventories and receiv
greater part of the amount in later
years. As a practical matter, how
ables. Mathematical formulas can
be developed for making such
ever, most investments do tend to
return cash fairly evenly over a
profit analyses, on an individual
product basis, with the aid of elec
long period so that the differences
tronic computers. Calculations
between the discount theory and
the profitability of individual prod
the financial statements may be
ucts can be improved if the prod
more theoretical than practical.
uct gross profits are reduced by
standard allowances for warehous
Product profits
ing costs and selling commissions.
Another valuable use of the re
Product profitability analysis is a
turn on investment concept is
relatively unexplored area and one
pricing individual products or
in which much might be done to
product groups for a profit. It is
increase a company’s overall prof
true that sales prices are often de
its. The effect of turnover on profits
When products are turned over more
termined by competitive conditions.
is not well understood by many
rapidly, a somewhat lower percentage
However, a company does not have
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